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COMPETITIVENESS POLICY COUNCIL 


WASHINGTON, DC 


May 1, 1994 


The Honorable William J. Clinton 
President of the United States 

The White House 

Washington, DC 20500 


Dear Mr. President: 


The Competitiveness Policy Council is pleased to deliver its Third Report to the 
President and Congress. In it we discuss the current state of US competitiveness and 
make recommendations for needed policy changes. 


In its first report, the Council called for a comprehensive strategy to address the 
steady erosion in America’s competitiveness. In its second report, the Council present- 
ed detailed policy recommendations in the areas of capital formation, corporate gover- 
nance and financial markets, critical technologies, education, manufacturing, public 
infrastructure, trade policy and training. During the past year, the Council has focused 
on key specific policy issues and how they relate to US competitiveness, and has 
worked with the Administration and Congress in seeking implementation of the 
Council’s previous recommendations. 


In addition to commenting on recent developments in education, training, technol- 
ogy, public infrastructure and trade policy, this year’s report focuses on the impact of 
health care reform on the nation’s competitiveness and ways of improving how the 
government budgets for public investment. 


The Report represents a consensus of the Council members though not every 
member agrees with every word in the text. The Council members have been 
appointed as individuals and their concurrence in this report does not necessarily 
reflect the position of the institutions with which they are associated. 
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The Honorable William J. Clinton 
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The Competitiveness Policy Council is a 12-member federal advisory committee with repre- 
sentatives from business, labor, government (both state and federal) and the public. The group 
is comprised equally of Democrats and Republicans. All of our meetings are open to the public. 
One-third of our members were appointed by the President, one-third by the Speaker and the 
Minority Leader of the US House of Representatives acting jointly, and one-third by the Major- 
ity and Minority Leaders of the US Senate acting jointly. The Omnibus Trade and Competi- 
tiveness Act of 1988 (P.L. 100-418), as amended by the Customs and Trade Act of 1990 (P.L. 
101-382), created the Council “to develop recommendations for national strategies and on spe- 
cific policies intended to enhance the productivity and international competitiveness of United 
States industries.” 


The Council looks forward to discussing the findings and recommendations of this report 
with you as we all seek to build a more competitive nation. 


Sincerely, 


O Gal Mgt 


C. Fred Bergsten 
Chairman 


Enclosure 


NOTE: Identical letters were sent to Albert Gore, Jr., President of the Senate, and Thomas S. 
Foley, Speaker of the House of Representatives. 
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he latest news about the US economy is encourag- 

ing. But its recent strength is not enough to reverse 

the long run erosion in the nation’s competitive- 
ness — defined as our standard of living. There has been 
improvement in some of the macroeconomic indicators but 
little progress is evident in many of the underlying economic 
fundamentals that are critical to improving our competitive- 
ness: saving and investment, research and development, and 
education and training. Without improvement in these fun- 
damentals, we are unlikely to translate the current pickup 


into long-term gains in our standard of living. 


Introduction 


On the other hand, the current 
environment provides a good 
framework from which to attack our 
long-run needs. Between 1972 and 
1987, after taking cyclical factors 
into account, productivity grew by 
only 1.3 percent per year, compared 
with an average of 2.5 percent dur- 
ing the previous twenty years. 
Between 1987 and 1993, productivi- 
ty growth was still only 1.2 percent 
per year.’ The higher numbers in 
the early 1990s are largely due to 
the normal productivity recovery 
from the recession. As the Council 


relied upor 
_ the trade d 
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indicated in its First Report in 1992, 
high productivity and economic 
growth rates are critical ingredients 
for enhancing the nation’s competi- 
tiveness. In order to improve our 
standard of living we need to return 
to the productivity growth rates 
that we experienced prior to 

1973. [Figure 1] 

Productivity growth is a neces- 
sary, but not sufficient, condition 
for improving US competitiveness. 
Higher economic growth is needed 
to reemploy the human resources 
freed up by increased productivity. 


Figure 1 
Growth of Real GDP and 
Productivity 
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Average Annual Rates of Growth 


Accordingly, the Council set a sec- 
ond goal of achieving a lasting 
growth rate of 3 to 3.5 percent for 
the overall economy by the end of 
the decade. The US economy sur- 
passed this target in 1993, posting 4 
percent growth. In response, unem- 
ployment, which has been too high 
for too long, fell from 7.7 percent in 
June 1992 to 6.4 percent by the end 
of 1993. This pickup in economic 
growth in 1993 was highly welcome. 
But we are doubtful that such 
rapid growth can be maintained. 
Although net private investment 
moved up slightly to 4 percent of 
gross domestic product (GDP) in 
1993, it is still well below its 1973 
level of 8 percent of GDP and con- 
tinues to be the lowest of all the 
industrialized nations. Investment 


in plant and equipment, which has 
the highest payout in terms of pro- 
ductivity, also remained relatively 
flat at 9 percent of GDP in 1993, 
its lowest level in over 30 years. 
The Council calculates that na- 
tional investment would have to 
increase by at least 4 to 6 percent- 
age points of GDP, or about $300 
billion annually at current prices, 
for the economy to achieve our 
ambitious productivity target and 
thus maintain economic growth at 
3 to 3.5 percent per year. 

In order to finance the needed 
increase in national investment 
without additional foreign borrow- 
ing, the national saving rate would 
have to rise by 5 to 7 percentage 


Figure 2 
US National Saving 


Percent of Net National Product 
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Source: Department of Commerce 


points of GDP, restoring national 
saving to the level that prevailed 
prior to 1973. One of the most 
troubling developments in 1993 was 
that net national saving (gross sav- 
ing minus federal and state govern- 
ment deficits) fell to 1.5 percent of 
net national product (NNP), con- 
tinuing its downward trend from 11 
percent of NNP in 1973. [Figure 2] 

This fall in net national saving 
occurred in spite of the Administra- 
tion’s success in securing Congres- 
sional approval of a five-year budget 
reduction package. The Congres- 
sional Budget Office (CBO) recent- 
ly reported that, due in large part to 
the agreed package, the federal bud- 
get deficit is expected to fall to 
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Figure 3 
Deficit Reduction Under the 
Clinton Plan 
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approximately 2.5 percent of GDP 
by 1998, down from close to 5 per- 
cent of GDP in 1992. [Figure 3] 
This is a substantial move in the 
right direction but goes only half 
way to eliminating the deficit. 
Under current policies, moreover, 
the budget deficit is expected to 
begin increasing again after 1999. 
Total private saving fell one per- 
centage point of NNP, caused in 
large part by a large drop in house- 
hold saving from a peak of 7 percent 
of NNP in 1973 to a historic low of 
3 percent of NNP in 1993.7 As the 
Council noted last year, increases in 
private saving, while desirable, are 
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Figure 4 
Level and Composition of US Debt 
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extremely difficult to engender; thus 
most of the improvement in national 
saving will have to come from cor- 
recting the federal budget deficit. 
Increases in public and private 
saving are critical to achieving a sus- 
tainable improvement in US living 
standards. Economic improvements 
built on debt-financed consumption 
will not translate into permanent 
gains. Aggregate non-financial debt 
is almost twice the nation’s GDP, 
higher than any time since the Sec- 
ond World War. [Figure 4] In spite 
of the fact that the economy has 
been improving, government and 
household debt has continued to 
grow to record levels. Business debt 
has returned to its mid-1980s level, 
but remains at almost 60 percent of 
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1970 1975 1980 1985 


1990 1993 


GDP. The only way we can hope to 
achieve lasting improvements in our 
economy is to earn our standard 

of living, through domestic saving 
and investment, and not continue 

to borrow, as we have been doing 
since 1980. 

The recent upturn in the econo- 
my camouflages another troubling 
development. The widely cited eco- 
nomic indicators report national 
averages which do not correspond 
to individual experience. The 
Council is concerned about raising 
living standards for a// groups of 
Americans. While average personal 
income has been rising, the per- 
centage of people living below the 
poverty line has been increasing. 
Furthermore, the average annual 


growth of mean family income has 
been falling in the lowest two quin- 
tiles, has held basically constant in 
the third quintile, and has been ris- 
ing only in the top two quintiles. 
The worsening distribution of 
income is not only a manifestation 
of our competitiveness problem but 
also contributes to many of the 
problems plaguing our society 
today. More job creation and 
investment in education and job 
training are necessary to help 
American workers achieve rising 
living standards. 


How is the United 
States Performing 
Relative to Others? 


hen looking at US competi- 

tiveness relative to our 
major trading partners, the most 
relevant measure of comparison is 
productivity growth. While the 
United States remains the most effi- 
cient economy in the world, the gap 
between the United States and the 
other industrialized countries is 
closing. Productivity growth rates in 
Japan and Germany have tended to 
be above those for the United States 
until recently. 

However, productivity growth in 
Germany fell to almost zero and in 
Japan actually fell to below zero in 
1992. Japan, correcting for its 
investment bubble in the 1980s and 


having failed to take the necessary 


expansionary measures, experienced 


a decline of half a percent of GDP 
in 1993. Germany, which has yet to 


fully adjust to the challenges of uni- 


fication and new realities in the 
international economy, experienced 
a decline of 1.5 percent of GDP in 
1993. In turn, the US merchandise 
trade deficit expanded by 40 per- 
cent, reaching approximately $132 
billion in 1993, and causing the 
current account deficit to grow to 
$109 billion. Export growth fell to 
2 percent in 1993, primarily due to 
slow growth in the industrialized 
countries, and imports grew by 8 
percent, reflecting the economic 
recovery here in the United States. 
[Figure 5] A steady strengthening 
of the dollar against all major cur- 


Figure 5 
Export and Import Growth Rates 
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rencies except the yen will further 
exacerbate the deterioration of the 
US trade deficit. 

The fact that the US economy 
outperformed Germany and Japan 
in 1993 has led some observers to 
suggest that the United States has 
solved its competitiveness problem. 
The Council does not share this 
optimism predicated upon a narrow 
view of competitiveness. We should 
not take comfort from the fact that 
other nations are performing worse 
economically than the United 
States. Nations can and should seek 
to raise their living standards simul- 
taneously, as was the case for most 
of the period following World War 
II. Furthermore, declines in Euro- 
pean or Japanese growth rates do 
not imply that the US economy is 
operating more efficiently. The 
best measure of our nation’s ability 
to compete is our ability to main- 
tain rising living standards here at 
home. Strong growth abroad is 
necessary in order for US produc- 
ers to sell their products and hence 
boost US income. 

Between 1870 and 1973, real per 
capita income in the United States 
grew at an average of 1.9 percent 
per year, enabling incomes to dou- 
ble every thirty-two years. US living 
standards in 1973, measured by real 
income, were ten times greater than 
they were a century earlier. At the 
current anemic growth rate of 
3 percent per year between 1973 


GC’ ’ 
he key to 


stemming the erosion 
of US competitiveness 
lies with reversing 
recent trends in long- 
run economic 
fundamentals. 
Although the current 
economic recovery 
does not in itself 
achieve this, it does 
provide an excellent 
opportunity to act 
decisively in shifting 
national priorities 
toward investing in 
human and physical 


capital.” 


and 1993, it will take another fifty- 
six years, until the year 2050, to 
double current incomes. The key to 
stemming the erosion of US com- 
petitiveness lies with reversing 
recent trends in long-run economic 
fundamentals. Although the current 
economic recovery does not in itself 
achieve this, it does provide an 
excellent opportunity to act deci- 
sively in shifting national priorities 
toward investing in human and 
physical capital. It is precisely dur- 
ing times of economic growth that 
we should begin saving and invest- 
ing for the future. 


The Council’s Role 


he Competitiveness Policy 
Council was established by 
Congress in 1988 to address the 
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long-run decline in the nation’s 
standard of living. The Council 
brings together representatives of 
business, government, labor, and 
the public — both Democrats and 
Republicans — to analyze the caus- 
es of the erosion in our competitive- 
ness and to make recommendations 
to reverse this trend. In its First 
Report to the President and Con- 
gress, issued in 1992, the Council 
stated that “America’s economic 
competitiveness . . . is eroding slow- 
ly but steadily in spite of the fact 
that the United States continues to 
maintain the highest living stan- 
dards and levels of productivity in 
the world.” In its initial report, the 
Council identified six issues relating 
to improving US competitiveness 
deserving of priority attention: sav- 
ing and investment, education, 
technology, corporate governance 


and financial markets, health care 
costs and trade policy. In 1993, the 
Council presented detailed recom- 
mendations in each of these and 
other areas. Many of these recom- 
mendations, especially in the areas 
of technology, trade policy, educa- 
tion and worker training, have 
already been adopted by the Clin- 
ton Administration and enacted by 
the Congress. This year’s report 
focuses on the implications for 
America's competitiveness of health 
care reform, public investment in 
technology, education, training, 
and infrastructure and trade policy. 
This report also outlines the 
Council’s recommendations on 
investment budgeting and its cur- 
rent work program in the areas of 
capital allocation and social issues. 


Health Care 
Reform and US 
Competitiveness 


s a sector responsible for 14 percent of GDP, health 


care influences every aspect of the US economy. 


Accordingly, in its First Report, the Council identi- 


fied health care reform as an area deserving priority attention. 


Because of its enormous and growing impact on the economy 
and the federal budget, the Council concluded that the “nation- 
al objective should be the achievement of world-class health 
care for all Americans at a cost to the economy that is compa- 
rable to other major industrial countries.”? Given the rapidly 
shifting nature of the policy discussion, the Council decided 

to defer its consideration until the Administration’s reform 
plan and other detailed proposals were presented for 


policy debate. 


The Council is interested in the 
impact of health care reform on the 
economy as a whole as well as on 
the labor market, the trade balance, 
and particular industries. Each of 
these is discussed below.* 


Health Care and the 
Economy 


ealth care costs in the United 

States are higher and are ris- 
ing more rapidly than in all of our 
major trading partners. Unfortu- 
nately, there is no evidence that the 
nation’s more expensive health care 
system is buying better health. 
Although there is no apparent rela- 
tionship between health care expen- 
ditures and predicted life expectancy 
among the industrialized countries, 
the United States is a clear excep- 
tion with extremely high health care 
expenditures and lower than average 
predicted life expectancy.° 

This leads the Council to believe 

that health care costs are diverting 
resources from other parts of the 
private economy where they could 
be used more productively and 
thereby improve the nation’s overall 
competitiveness. In the absence of 
reform, the health care share of 
GDP is projected to rise from its 
current 14 percent level to around 
17 percent in 2000. None of the 
reform proposals being discussed, 
including the Administration’s, 
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promise to freeze the current share 
of GDP devoted to health care. 
They would only slow the rate of 
growth beginning in 2000, resulting 
in a lower health share of GDP after 
2000 than would occur under pre- 
sent law. This would be a significant 
achievement, but the Council 
believes that the nation may want to 
aim to reduce the share of GDP 
devoted to health care. In addition, 
all budget estimates on health care 
reform are subject to a great degree 
of uncertainty. 

Evaluating the impact of health 
care reform requires a consideration 
of both the short term and the long 
term. In the short term, the federal 
deficit is likely to rise slightly higher 
with reform aimed at providing uni- 
versal coverage than it would under 
the current system. This could fur- 
ther reduce national saving. In the 
long run (after 2004), the various 
plans being discussed aim to reduce 
the federal deficit below the current- 
law baseline and contribute to raising 
national saving and investment. As 
we stated in our First and Second 
Reports, federal policy often has a 
built-in bias against long run consid- 
erations. For health care reform, we 
believe that the proper target is get- 
ting control of the system’s costs over 
the long run. Therefore, in compar- 
ing reform alternatives, the Congress 
and the American people should give 
more weight to the long-term deficit 
implications than to the impact on 


the deficit over the next few years. 

If health care costs were frozen at 
approximately the current level of 
spending, averting a projected in- 
crease to 16 percent of GDP by 
1997, $125 billion (in 1997 dollars) 
could be redeployed to non-health 
purposes. Such a reduction in pro- 
jected health care spending would 
not change national income but the 
“reform dividend” could have a sig- 
nificant positive effect on competi- 
tiveness, depending on the extent to 
which the freed-up resources were 
reallocated to more productivity- 
enhancing investment. Companies 
could invest some of their reform 
dividend in research, while individu- 
als could devote some of their ensu- 
ing higher wages to personal saving. 
The reduction in the share of 
employee compensation attributed 
to health care could be matched by 
an increase in the share going to 
pensions, further increasing national 
saving. Lower federal spending on 
health care could enable the federal 
government to reduce the deficit, 
leading to a further improvement in 
national saving. Lower health care 
costs could also make the United 
States more attractive to job-creat- 
ing foreign investors.’ 

In the absence of changes in indi- 
vidual saving, business investment, 
or government dissaving, large 
effects on competitiveness cannot 
be anticipated. But the way in which 
the reform is carried out could lead 
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Washington, May 12---The current economic recovery is encouraging but will not be 
enough to reverse the twenty year erosion in the nation's competitiveness, according to the 
Competitiveness Policy Council's Third Report to the President and Congress. In spite of 
the good news about the economy, the Council remains concerned about the lack of 
improvement in several key economic fundamentals: America's saving rate remains the 
lowest among the industrialized countries and continues to fall, our students and workers 
continue to lag behind other countries in educational achievement and the nation's 


investment _in plant and equipment, R&D and public infrastructure is insufficient. 
"Without improvement in these fundamentals, we cannot hope to translate the current 


pickup into long-term gains in our standard of living," the Report says. 


se oH 


The Competitiveness Policy Council is a twelve-member, bipartisan national commission 
created by Congress. It includes three corporate leaders, three labor union presidents, 
three senior government (federal and state) officials and three representatives of the 
public. The members were appointed by the President and by the joint leadership of the 
Senate and House of Representatives. The Council is chaired by Dr. C. Fred Bergsten, 
Director of the Institute for International Economics. President Clinton appointed Dr. 
Laura D'Andrea Tyson, Chair of the Council of Economic Advisers, as the federal 
government representative last September. 


"Promoting Long-Term Prosperity" is the Council's third report to the President and 
Congress reviewing the state of US competitiveness and making policy recommendations 
on how to improve national living standards. In its first report, in 1992, the Council called 
for "a comprehensive competitiveness strategy" to address the steady erosion in the 
nation's competitiveness. In its second report, in 1993, the Council proposed national 
goals for saving, investment and economic growth aimed at doubling productivity growth 
by the end of the decade and presented detailed policy recommendations in the areas of 
capital formation, corporate governance and financial markets, critical technologies, 
education, manufacturing, public infrastructure, trade policy and training. 


In this year's report, the Council reviews progress made during the first year of the Clinton 
Administration in implementing its initial proposals and suggests additional steps which need to be taken. 
In addressing the current debate over whether the United States still has a competitiveness "problem," 
the Council notes that in spite of the current improvements in economic growth, unemployment and 
inflation, there remains a stagnation or even decline in real wages and total compensation -- the best 
measures of a nation's standard of living. "Some people view the cyclical recovery in the United States 
and poor economic performance in Europe and Japan as indicators that we have solved our 
competitiveness problem," notes Dr. Bergsten, the Council's Chairman. "We reject such a narrow 
definition of competitiveness. America cannot be viewed as competitive as long as our standard of living 
fails to rise. In addition, we cannot ignore the fact that our trade deficit is soaring toward a record level." 


In addition to reviewing recent developments in technology, education and training and public 
infrastructure, the Council's new report focuses on the impact of health care reform on US 
competitiveness and the need for improvements in how the federal government budgets for investment. 
The Council also presents its future agenda in the area of capital allocation and social issues. The 
following are some highlights from the Council's 1994 report. 


Health Care Reform 


The nation currently spends 14 percent of GDP on health care, more than any other country in the 
world, yet there is no evidence that our citizens are that much healthier. The nation's current health care 
system affects our competitiveness in two major ways. First, growing health care inefficiency is 
diverting resources which could instead be invested in education, technology and infrastructure. Second, 
under our current system, workers pay the lion's share of the nation's health care bill through lower take- 
home wages and declining quality of health care. 


In the short run, health care reform is likely to raise the federal deficit slightly higher than under the 
current system, further curtailing national saving. In the long run (after 2004), some of the plans being 
discussed, including the Administration's, could reduce the federal deficit below the current baseline and 
contribute to raising national saving and investment. In comparing reform alternatives, Congress and 
the American people should give more weight to the long-term implications than to the impact on the 
deficit over the next few years. 


Most analysts now agree that the burden of the current employer-based health care system is borne 
primarily by workers in the form of lower wages. Increases in health care costs in recent years have 


eaten into employee wages and other benefits (Figure 1). In fact, rising health care costs may help 
explain much of the stagnation or decline in real wages over the same period. In addition to its impact 
on wages, the current health care system has contributed to a two-tier job market. To avoid incurring 
current and future health care obligations, many employers often hire new workers as temporaries or via 
temporary worker services. This has contributed to a significant increase in temporary workers, which 
can also take away from creating high performance workplaces. 


The present system of rising, uncontrolled health care costs falls most heavily on large firms, many 
of which are strong exporters. Our analysis suggests that under the Clinton health care reform proposal, 
manufacturing industries would save almost $100 per worker, and up to $439 per worker in the top 
twenty exporters, as opposed to an average net cost per worker of $319 for all firms. However, the 
reform should improve the international trade component of America's competitiveness problem. 


Public Investment 


Public investment in education and training, R&D and infrastructure amounted to 25 percent of non- 
defense outlays and 2.5 percent of GDP in 1965. By 1995, based on current budget projections, this 
public investment is expected to be only 11 percent of non-defense outlays and 1.9 percent of GDP 
(Figures 2 and 3). The Council reiterates the importance of public investment in education and training, 
R&D and public infrastructure in order to raise productivity growth and American living standards. The 
Council strongly supports the Clinton Administration in its efforts to increase federal investment but it 
urges the development of a more coherent investment plan. The Council calls on the Administration to 
establish an investment budget as a first step. The following are additional steps which need to be taken: 


Federal Budget: The spending caps enacted in 1990 and re-extended in 1993 have been a helpful 
management tool to Congress but may have outlived their usefulness. If continued beyond FY 1995, 
these caps will require very large cuts from the budget baseline. But reducing the deficit does not 
require a freeze in discretionary spending. While the Council strongly reaffirms the need to continue 
lowering the federal deficit, we believe that consideration should be given to amending the Budget 
Enforcement Act to permit entitlement cuts or revenue increases to be used to pay for increases in federal 
investment. 


Competitiveness Impact Statements: Under the Omnibus Trade and Competitiveness Act of 1988, the 
President and heads of agencies are required to submit to Congress "Competitiveness Impact Statements" 
(CIS) as part of all legislative proposals which may affect the ability of American firms to compete in 
international commerce. This law has been ignored over the last six years and is now about to expire. 
The Council recommends that the Congress renew the law, although limiting the requirement to prepare 
a CIS on only those proposals deemed to have a significant impact on competitiveness, and assigning 
that responsibility to an independent agency like the US International Trade Commission or the 
Congressional Budget Office. 


Education and Training 


In its Second Report, the Council called for establishing a system of life-long learning, including 
improving the nation's basic education, better facilitating the school-to-work transition, increasing job- 
related training, and expanding retraining programs for dislocated workers. The Council applauds the 
Administration and Congress for the passage and signing of Goals 2000, which takes the first step toward 
establishing rigorous content and performance standards for what students should know and be able to 
do as a result of their schooling. The Council is also pleased that the Administration's school-to-work 
program, reflecting its Training Subcouncil recommendations, has also recently been passed and signed 
by the President. 


In its Second Report, the Council also recommended that the government encourage firms to 
increase job-related training through grants, tax credits or payroll requirements. Unfortunately, the 
Administration has not yet put forward its proposal to promote greater job-based training and the Council 
encourages it to do soon. 


The Administration's recent proposal to improve government programs designed to assist workers 
adjust to new economic realities reflects many of the Council's previous recommendations. Under the 
proposed Reemployment Act of 1994, individuals would be eligible for longer-term benefits. The 
Council is concerned that, by improving the quality of benefits, the Administration's program may limit 
the number of workers who might receive benefits. The Council urges the Administration and Congress 
to provide a guaranteed funding source to insure that adequate benefits are available for all those in need. 


Critical Technologies 


The Administration has begun to implement a new technology policy largely reflecting the Council's 
recommendations for shifting emphasis from defense to civilian R&D and focusing on projects which 
will promote commercial technologies. The Council urges the Congress to appropriate funds for 
programmatic increases in the President's budget request in FY 1995. Given the caps enacted in the 
1993 budget agreement, the President and Congress will need to maintain their commitments to this new 
technology policy in the FY 1996 and FY 1997 budgets. In addition, the government and private sector 
must work together to ensure that the new and expanded programs work as intended, and that they are 
evaluated and modified as necessary. 


Public Infrastructure 


The Council is encouraged by the positive attention given to investment in transportation 
infrastructure in the President's proposed FY 1995 budget. Recognizing the importance of public 
infrastructure in the national economy, the budget requests full funding of highway programs at the levels 
authorized in the Intermodal Surface Transportation Efficiency Act of 1991. The proposed increase in 
Amtrak's capital improvement funds is also long overdue. 


Although the budget proposals for FY 1995 and beyond reflect a renewed attention to capital 
investment in infrastructure, the increases are barely large enough to make a dent in the decades-old 
deterioration of infrastructure. Chief among these problems is the practice of state and local officials of 
deferring maintenance on infrastructure to the indefinite future. The practice is so widespread that the 
category of "deferred maintenance" has taken on the connotation of an actual program item in state and 
local budgets. But deferred maintenance is not a program, it is a liability, and the public needs to be 
continually aware of the deferral of its responsibilities to maintain its own economic lifelines. 


Trade Policy 


The Administration, and in particular the Commerce Department, has made significant progress in 
coordinating export policy and removing disincentives to US exports, as called for in the Council's 
Second Report. The Council commends the Administration's recent decision to remove the requirement 
for advanced approval for virtually all civilian telecommunications and computers exports to China and 
the countries of the former Soviet Union. Although the Council's previous recommendation for a unified 
budget function has not yet been followed, the Office of Management and Budget has created a table of 
Export-Related Expenditures. We are encouraged by the prospect that a unified budget function may be 
employed in FY 1996. 


The Council urges the Administration to submit legislation implementing the recently signed GATT 
agreement as soon as possible and urges the Congress to renew the President's trade negotiating authority 
(which expired on December 15) for new multilateral, regional and bilateral trade agreements. 


The Council's Third Report, "Promoting Long Term Prosperity" is available from the Government 
Printing Office. Copies of other reports and commissioned studies are available from the Council. 
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to some effects on competitiveness. 
Given the large size of the health 
care sector, even small effects can be 
significant when amplified across 
the economy. 


Health Care and the 
Labor Market 


he biggest stake workers have 
in health care reform is in 

gaining access to quality health care. 
There is enormous benefit to such 
health security, both to workers and 
to the long-term efficiency and flex- 
ibility of the US economy as a result 
of the greater mobility of workers 
no longer dependent on their cur- 
rent employers for health care ben- 
efits. The Administration and 
Congress need to ensure that any 
further health insurance subsidies 
provided for low-income individuals 
do not create new disincentives pre- 
venting the poor from taking jobs. 

If the rate of increase in total 
health costs is reined in, workers 
will also benefit as consumers. 
Health care reform may also permit 
unionized workers and management 
to shift their focus to other work- 
place issues; disputes over health 
care benefits have been a leading 
cause of labor-management disputes 
and strikes. 

Most analysts now agree that the 
burden of the current employer- 
based health care system is borne 


primarily by workers in the form of 
lower wages. Increases in health 
care costs in recent years have eaten 
into employee wages and other ben- 
efits.* In fact, rising health care costs 
in recent years may help explain 
some of the decline in real wages 
over the same period. Had employ- 
er spending on health care been 
considered as “imputed income,” 
the fall in cash earnings would not 
have been as steep. [Figure 6] 

In addition to its impact on 
wages, the current health care sys- 
tem has contributed to a two-tier 
job market. While employers are 
not currently required to provide 
health insurance, many do. To 
avoid incurring greater costs, 
employers sometimes hire new 
workers as temporaries or via tem- 
porary worker services to avoid 
incurring current and future health 
care obligations. The increased use 
of temporary workers can be a 
result of many factors, such as 
industry restructuring, a desire for 
more flexible work teams or the 
choice of individuals who do not 
wish to work full time. But to the 
extent that health insurance plays a 
role, the reliance on temporary 
workers is a negative factor for the 
labor market as a whole. In addition 
to working with little security and 
few benefits, temporary workers 
often do not receive adequate train- 
ing, are not fully integrated into the 
workplace, and therefore are not 
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able to contribute fully. A national 
workplace distorted by the health 
insurance system cannot meet high 
performance standards. 

The health care system may also 
exacerbate problems with the cur- 
rent welfare system. Under the 
existing system, some low-income 
individuals may face a perverse dis- 
incentive, preventing them from 
taking a job lest they lose their 
Medicaid benefits. According to the 
CBO, the Administration’s proposal 
is projected to increase the labor 
force participation of welfare recipi- 
ents. Such a “liberating” effect 
could assist in the welfare reform 
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process. On the other hand, an 
employer mandate, by raising labor 
costs (at least temporarily), could 
reduce the demand for workers. 

The current health care system 
causes large cost shifting. The firms 
that provide health care insurance 
pay not only for their workers, but 
often also for spouses working else- 
where without health care insur- 
ance. In addition, small companies 
that provide insurance may pay 
very high rates due to the absence 
of community rating. Both forms of 
cost shifting may distort competi- 
tiveness in favor of firms that do 
not pay their share of health care 
costs. Thus, the current situation is 
unsustainable. 

Reform of the magnitude need- 
ed will certainly have an impact on 
health care-related industries, for 
example, the health care equip- 
ment and pharmaceutical indus- 
tries, which are among the 
economy's strongest export indus- 
tries. The Council believes there- 
fore that the competitiveness 
impact of systemic reform on the 
health care industry must also be 
considered. 


Health Care and 
International Trade 


he effect of health care reform 
on international trade will 
occur mainly through its impact on 
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federal spending and national sav- 
ing. If health care reform prevents 
the budget deficit from rising in 
future years, that will boost saving 
which should improve the balance 
of trade. If, as analysis suggests, 
increases in health care costs are 
borne primarily by workers, then 
US exports should not carry a high- 
er price due to health care costs.’ 

In addition to any overall effect 
on the trade deficit, the composition 
of the economy and trade could 
change under reform. The present 
system of rising, uncontrolled health 
care costs falls most heavily on large 
firms, many of which are strong 
exporters. Industries such as primary 
metals, motor vehicles, aircraft, 
chemical products and scientific 
equipment spend at least one third 
more than the national average on 
health care costs per worker.!° 
Reform of our current health care 
system could help ease the burden 
being placed on these industries. 

Most of the cost savings resulting 
from reform are concentrated in the 
top twenty export industries, where 
firms could gain an average of $439 
per worker. Manufacturers that cur- 
rently offer insurance would gain an 
average of $263 per worker, as many 
of these industries already provide 
health care coverage both to their 
own workers and to their workers’ 
relatives who are not covered by 
smaller employers. Manufacturing 
firms which do not currently insure 


their workers will have to pay an 
additional $1,726 per worker. This 
is compared to the average net cost 
per worker for all firms, which is 
estimated to be $319.1! It is not 
clear what effect health care reform 
will have on health care-related 
export industries such as equipment 
and pharmaceuticals which may 
benefit from the increasing spend- 
ing on health services and may be 
hurt by utilization controls. Import- 
sensitive industries are expected to 
experience a modest cost saving 
under the Administration’s plan. 
[Figure 7] 


Figure 7 
Net Savings Per Worker Under 
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Council's Observations 


Ithough the Council has not 

taken a position on pending 
health care reform bills, there are 
several points that it wants to make 
about the current debate. 

First, the Council supports the 
availability of affordable high quali- 
ty medical services for all Ameri- 
cans. The current system whereby 
some people cannot obtain coverage 
has negative economic, health, and 
social implications. Any serious 
health care reform must address the 
problem of cost shifting and aim 
toward a more equitable distribu- 
tion of the costs of providing health 
care for all Americans. 

Second, many of the reform pro- 
posals, including the Administra- 
tion's, are projected to achieve a 
lower growth path of long-run feder- 
al health care spending (despite a 
higher path in the short run) than the 
current course. Cost containment 
through efficiency gains and true cost 
reductions, while preserving the abil- 
ity of the industry to continue inno- 
vating, is key to insuring that reform 
does not come at the expense of our 
competitiveness. By better control- 
ling the share of government spend- 
ing going to health, the reform 
would free up public resources for 
important public investments and/or 
lowering the federal deficit. Either of 
these outcomes would contribute to 
improving US competitiveness. 


Third, the current health care 
system is not a static entity. Too 
many analysts assume that the fea- 
tures that they like about the cur- 
rent system are fixed and therefore 
find fault with some features of the 
Administration’s reform model. The 
public should compare the various 
reform plans not to the current sys- 
tem but rather to what the current 
system will evolve into if left 
unmanaged. The problem of med- 
ical overspending and inflation is a 
national problem requiring a 
national solution. At present, 
employers who do provide health 
insurance have to spend an inordi- 
nate amount of time trying to 
reduce their costs to the extent pos- 
sible.!*7 Many employers have cut 
back health care services and with- 
out reform more will do so. The 
Council does not believe that the 
present system can cure itself with- 
out changes in the law. 

Fourth, the Council has adopted 
no position on whether employers 
should be required to pay a portion 
of wages or salaries in the form of 


health care, but we are very trou- 


bled with the current system 
whereby some employers provide 
health care and others do not. This 
leads to distortions in our labor 
markets, the structure of our econ- 
omy, and our medical system. Ulti- 
mately it is the worker who pays 
for most of the health care system, 
through lower wages and quality of 


health care received; thus the 
competitiveness concerns over an 
employer mandate may be exag- 
gerated.!? Many of the large com- 
panies involved in the tradeable 
goods sector are already providing 
health care to their employees. An 
employer mandate would not hurt 
these companies; indeed it might 
help iron out some of the distor- 
tions which disadvantage these 
companies and may reduce future 
costs of providing health care 
insurance.'* 

Mandating firms which do not 
currently provide health care cov- 
erage may result in some short-run 
effects for these firms, but these 
can be softened in a variety of 
ways. Thus, the Council believes 
that the proposal for an employer 
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mandate should be decided on 
other grounds such as practicality, 
equity, ease of administration, and 
most importantly, its contribution 
to improving productivity and US 
living standards. An employer man- 
date would not necessarily hurt our 
firms as they compete in interna- 
tional markets. 

Fifth, the Council is concerned 
about proposals which would treat 
small and large firms differently. 
Government policies should avoid 
creating incentives for firms to be 
small, stay small or become small. 
Of course, the current system puts 
many small firms that provide 
health benefits at a disadvantage 
relative to larger firms because 
the costs per worker are dispro- 
portionately large due to the 


absence of large group rates. 

Sixth, the Council believes that 
whatever financing system is cho- 
sen should attempt to improve 
access and utilization of preventive 
health care services. By employing 
more cost effective preventive mea- 
sures, we can avoid higher costs of 
treating illnesses. In spite of this, 
childhood immunization rates for 
certain diseases have actually fallen 
in recent years. A significant part of 
our current health care expendi- 
tures are directly affected by drug 
abuse, smoking, violence, AIDS, 
teen-age pregnancies, premature 
births and other life-style and 
behavioral issues. Ultimately, pre- 
ventive health measures can go a 
long way toward achieving the dif- 
ficult goal of containing costs. 


Education and 
Training 


he US economy has proven to be significantly more 


successful than other industrialized countries in creat- 


ing jobs. The United States created over 40 million 


jobs over the past twenty years. Most of these new jobs were 


filled by new entrants into the labor force, including women, 
immigrants and members of the baby-boom generation. 

This enormous growth in jobs was also Rear nied by changes 
in the composition and structure of employment in the United 
States. Virtually all of the new jobs created over the last twenty 
years were in the service sector (96 percent). In fact, employ- 


ment in the service sector almost doubled from 47 million 


in 1970 to 88 million in 1993, 
while manufacturing employment 
declined from 19.4 million to 17.7 
million over the same period. At 
the same time that the economy 
was creating jobs in order to 
absorb these new entrants into the 
labor market, real wages for pro- 
duction workers actually declined. 


Real average weekly wages for pro- 


duction workers were $254.66 in 
1993, 24 percent below their 1973 
level of $315.38 per year.'§ 

The United States has an envi- 
able track record in job creation and 
absorbing new entrants into the 
labor force. But the economy has 
difficulty assisting people move 
from one job to another. Structural 
change, defense conversion, and 
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trade liberalization have resulted in 
large numbers of dislocated workers 
over the past two decades. The high 
cost of moving these workers into 
more productive and growing sec- 
tors in the economy places large 
burdens on workers and communi- 
ties. A flexible labor market benefits 
the economy as a whole, but we 
cannot ignore the costs which may 
result from such flexibility. The 
challenge is to preserve the bene- 
fits for the many without ignoring 
the costs to the few. If our aim is 
to improve living standards, we 
must be concerned with the quali- 
ty, as well as the quantity, of jobs 
we create. In addition to creating 
high productivity, high income 


jobs, we must also make the proper 


investment to prepare our workers 
so that they can perform well in 
them. 

The Council made a series of 
recommendations in its 1993 
Report to improve the competitive- 
ness of the US labor market within 
the context of a system of life-long 
learning. There are four major 
aspects: basic education, school-to- 
work transition, active worker 
training and reemployment of dis- 
located workers. Each builds upon 
the others. Our ability to train stu- 
dents and workers for high skilled 
jobs depends on a solid foundation 
of basic education. Devoting addi- 
tional resources to worker training 
will only be efficacious if we 


improve the quality of our basic 
education system. 


Basic Education 


resident Clinton recently signed 

the Goals 2000: Educate Amer- 
ica Act, which establishes eight 
national education goals (see box) 
and a process for stimulating the 
nation, states and localities to 
achieve these goals. The Act codi- 
fies a bipartisan National Educa- 
tional Goals Panel (NEGP) 
responsible for building a national 
consensus for improvement in edu- 
cation, reporting on progress made 
in reaching the goals, and reviewing 
standards and assessment criteria. It 
also establishes a National Educa- 
tion Standards and Improvement 
Council (NESIC) responsible for 
certifying national content, student 
performance and opportunity-to- 
learn standards. All these standards 
are voluntary; states may adopt 
NESIC-certified standards, submit 
their own standards for certifica- 
tion, or choose not to submit their 
standards to the NESIC. However, 
in order to receive some of the $400 
million in Goals 2000 school 
improvement funds, states must 
submit plans to the Secretary of 
Education that address content and 
student performance standards and 
opportunity-to-learn strategies 
based on these standards. 


Also included in the Act is the 
creation of a National Skill Stan- 
dards Board made up of business, 
labor, education and training, gov- 
ernment and community represen- 
tatives. This Board is charged with 
developing a framework for a 
national system of voluntary stan- 
dards for the knowledge and skills 
needed to perform successfully in 
the workplace. 

As we noted in our Second 
Report, improving the education 


system must begin with the estab- 
lishment of rigorous standards for 


what students should know and be 


able to do as a result of their 


schooling — standards for academ- 
ic content and student perfor- 
mance.. The Council therefore 
applauds passage of Goals 2000 in 
accordance with the recommenda- 
tion included in its Second Report. 
Expectations must change from 
minimum competency to high 
achievement both for students who 
go on to college and for those who 
go directly to work. We strongly 
urge all states and local school dis- 
tricts to adopt the National Educa- 


tion Goals and to use them as the 
basis for curriculum and assess- 
ment, textbook and other materi- 
als adoption, teacher licensing and 
professional development require- 
ments and accountability systems. 

We also strongly urge that 
NESIC adopt a rigorous standards- 
certification process, that states 
either adopt those standards or sub- 
mit their own standards to NESIC, 
and that the quality of this process 
and its effects on improving educa- 
tion be closely monitored. 


School-to-Work 


Be Clinton also recently 
signed the School-to-Work 
Opportunities Act, which reflects 
many of the Council’s recommenda- 
tions in this area. The Act provides 
$300 million in FY 1995 as seed 
money to states and local school 
systems to develop school-to-work 
transition programs. Aimed square- 
ly at reclaiming the “forgotten half” 
of American youth who do not go 
on to college [Figure 8], this initia- 
tive includes many of the elements 
that the Council recommended as 
essential components: mentorship 
and jobs provided by employers; 
integration of academic and voca- 
tional learning; provision of wages 
to protect against exploitation of 
student-workers; and provision of 
certificates of occupational skill 
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mastery upon completion. Partic- 
ularly gratifying is the spread of 
interest in this program on the 
part of an increasing number of 
states which are developing their 
own approaches, including 
apprenticeships, tech-prep educa- 
tion, cooperative education, and 
career academies. The Council 
applauds the cooperative efforts of 
the Departments of Labor and 
Education in making $100 million 
in funds available this fiscal year 
for the program and in working 
together to move this initiative 
forward. 


Training 


Vs ctive worker training is the one 
area within labor market poli- 
cies in which the United States lags 
behind its trading partners and there 
has been no progress. [Figure 9] 
During the campaign, President 
Clinton suggested a “play or pay” 
scheme, which would have required 
firms to spend at least 1.5 percent of 
payroll on training of active work- 
ers, or else pay that amount into a 
government training fund. Concern 
from the business community 
caused the Administration to back 
off from this proposal. In its Second 
Report, the Council recommended 
that the government encourage 
firms to increase job-related train- 
ing through grants, tax credits or 
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Figure 9 
Private Sector Training 
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payroll requirements. The Adminis- 
tration has not yet put forward its 
proposal to promote greater job- 
based training, and the Council 
encourages it to do so soon. 


Reemployment of 
Dislocated Workers 


he Administration recently 

proposed to overhaul the 
nation’s programs for dislocated 
workers. The proposed Reemploy- 
ment Act of 1994 makes several 
innovations in the confusing web of 
current labor programs. First and 
foremost, the Administration pro- 
poses a single program for all work- 
ers, regardless of the cause of their 


dislocation. Second, the new pro- 
gram would expand opportunities 
available to dislocated workers to 
improve their skills and find new 
jobs. Individuals could participate in 
long-term meaningful training and 
receive income support for up to 
two years while they are enrolled in 
training. The Administration also 
wants to create a system of “one- 
stop” centers for providing services 
and improve the collection and dis- 
semination of labor market infor- 
mation to make it easier for people 
to find new jobs. 

The Council supports the 
Administration’s efforts to improve 
government programs designed to 
help workers adjust to the new eco- 
nomic realities. The Council also 
has several concerns in light of the 
Administration’s proposal. 

The Reemployment Act aims to 
eventually terminate Trade Adjust- 
ment Assistance (TAA), a program 
dating back to 1962, aimed at assist- 
ing those workers who lose their 
jobs due to trade. While there are 
strong arguments in favor of main- 
taining a program tailored for 
trade-impacted workers, the major 
objection to rolling this program 
into a general program is that it 
would result in a net reduction of 
benefits provided for those workers. 

A core issue in the debate over 
dislocated worker programs is 
whether these programs should 
provide guaranteed benefits (an 


entitlement) or have spending lim- 
its. Currently, TAA is an entitle- 
ment and general assistance for all 
dislocated workers (under the Eco- 
nomic Dislocated Worker Adjust- 
ment Assistance program) has a 
spending cap. The Administration 
has attempted to make some in- 
roads in this debate. On the one 
hand, the Administration is con- 
cerned that the quality of benefits 
may be compromised under strict 
spending limits. On the other hand, 
the Administration realizes that 
longer training and income mainte- 
nance for those in training are criti- 
cal to promote serious adjustment. 
The Reemployment Act proposes 
extended income support for those 


undertaking training, but does not 
go far enough in ensuring adequate 
benefits for a// workers in need. 
Furthermore, there is insufficient 
effort at designing a secure funding 
base to insure the long-term viabili- 
ty of the program. 

Most people agree on the impor- 
tance of training the nation’s work- 
ers, both while employed and 
between jobs. Yet during a time of 
limited public resources, there is 
heightened awareness of the costs 
of such programs. We need to bet- 
ter spend the resources we current- 
ly devote to training while at the 
same time expand these programs 
to encourage more labor market 


flexibility. 
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Critical 
Technologies 


n its Second Report published last year, the Council 
recommended that the Administration adopt a new technol- 
ogy policy to improve US competitiveness. The main fea- 


tures of this policy, as developed by our Critical Technologies 


Subcouncil, chaired by Erich Bloch, a former Director of the 


National Science Foundation, include: 


HM Moving $4 to $7 billion per year from defense R&D to 
civilian and dual-use R&D. [Figure 10] 

M Significantly increase funding for industry-driven R&D 
programs (where industry shares in the cost and sets the 


direction of the R&D). 


@ Focusing federal procurement 


and R&D projects in areas 
that would help drive com- 
mercial technologies, such as 
in defense procurement and 
initiatives to develop a 
national information infra- 
structure or intelligent 
vehicle/highway system. 


@ Improving the financing of 
the commercialization of 
technology. 
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@ Improving the infrastructure 
for manufacturing and technol- 
ogy commercialization, includ- 
ing programs to help small 
manufacturers modernize. 


M@ Restructuring the priority set- 
ting and management of feder- 
al R&D, and increasing private 
sector input to this process. 


The Administration has begun to 
implement a new technology policy 
largely reflecting the Council’s rec- 


ommendations. These steps are 
promising, but many of the changes 
needed to develop an effective US 
technology policy are structural in 
nature and cannot be fixed in a sin- 
gle year. For our technology recom- 
mendations to accomplish their 
goals several things must happen 
over the next several years: 


™@ Congress must appropriate 
funds for programmatic 
increases in the President’s 
budget request in FY 1995. 


@ The work must continue, both 
in the Administration and the 
Congress, in the FY 1996 and 
FY 1997 budgets. This 
promises to become increas- 
ingly difficult under the caps in 
the budget agreement. 


@ The government and private 
sector must work together to 
ensure that the new and 
expanded programs work as 
intended, and that they are eval- 
uated and modified as necessary. 


Although the Administration has 
adopted an ambitious new approach 
to managing its R&D budget, the 
nation will not have a well-managed 
R&D program until comparable, 
and more difficult steps are taken to 
improve the management of science 
and technology in the Congress. 

The R&D budget is highly frag- 
mented in Congress, divided among 


_ OO a ae 


nine appropriations subcommittees. 
The authorizing committee that has 
the clearest focus on the R&D bud- 
get, the House Committee on Sci- 
ence, Space, and Technology, 
authorizes less than 30 percent of 
the R&D budget. This fragmenta- 
tion makes it very difficult to set 
priorities, especially for multi- 
agency programs. 

In its recommendations last year, 
the Council noted the need to estab- 
lish a more streamlined process in 
Congress for making decisions on 
science and technology, such as 
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realigning appropriations subcom- 
mittees to bring more key technolo- 
gy programs under a smaller number 
of subcommittees, or by establishing 
a process by which authorizing and 
appropriating committees together 
can examine the whole R&D budget. 
These recommendations are increas- 
ingly important. 

The Council is encouraged by the 
recent passage of technology legisla- 
tion by the House and Senate. The 
legislation includes many of the 
Council’s recommendations. We 
hope that Congress will act prompt- 
ly in addressing the differences in 
the two versions. The legislation 
would establish a program by which 
the federal government would make 
loans to technology development 
finance corporations, which would. 
then invest in early stage financing 
for new technology ventures. 
Although there is support for the 
federal government helping to cor- 
rect market failures in the financing 
of technology, the Critical Tech- 
nologies Subcouncil has two con- 
cerns with the specific proposals. 

First, the Subcouncil believes 
that although there may be a need 
for increased early stage financing, 
the main problem is in later stage 
financing for capital-intensive pro- 
jects. A variety of federal, state, and 
private sources currently provide 
funding for early stage develop- 
ment, although more funds could 
be used. Funding is very limited, 


however, for capital-intensive pro- 
jects. Venture capital funds can 
individually support projects that 
require $3 to 4 million; several 
funds working cooperatively can 
support ventures of up to $30 mil- 
lion. Some technologies, however, 
require significantly greater 
amounts of funding to become 
successful, and it is in some of 
these technologies (such as flat 
panel displays or lithography for 
semiconductor manufacturing) 
where US industrial competitive- 
ness is the weakest. 

Second, venture capital firms, as 
currently structured, may have dif- 
ficulty taking advantage of the loan 
provisions in the House version. 
Venture capital firms can not 
transfer liabilities across invest- 
ment projects, since it would 
expose the partners to a liability 
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greater than their initial invest- 
ment. This makes it particularly 
difficult for venture capital firms 
to receive government loans. The 
Council continues to strongly sup- 
port prompt final passage of this 
legislation and hopes that the 
Department of Commerce will 
seek private sector input as it 
refines this proposal, as called for 
in the current legislation. 

The federal government's role in 
promoting research primarily 
through the tax code has been 
recently supplemented by serving as 
a more active participant in promot- 
ing American leadership in emerg- 
ing technologies. This expanded 
role raises the question of what eli- 
gibility criteria should govern par- 
ticipation by US and foreign firms 
in federally-funded technology pro- 
grams. Presently, different federal 


R&D programs have different, and 
sometimes ambiguous, criteria. In 
actuality, it would be difficult to 
develop a rigid set of requirements 
applicable in every situation. For 
example, some firms may perform 
their R&D at home even though 
they manufacture their products 
abroad. It may be counterproduc- 
tive to deny such companies the 
opportunity to participate in feder- 
ally-funded R&D. 

The Council has asked the Criti- 
cal Technologies Subcouncil to take 
a careful look at recent developments 
in this area. The Subcouncil is study- 
ing the various criteria currently 
being employed and will recommend 
guidelines for developing a coherent 
and flexible set of criteria aimed at 
maximizing the benefit of federally- 
funded technology programs to the 
US economy. 


Public 
Infrastructure 


he devastating impacts of the earthquake in Los 
Angeles provide another example of how dependent 
our economy is on the nation’s infrastructure and how 


much we take that infrastructure for granted. No more glaring 


example of transportation’s impact on the economy could be 
imagined than the collapse of the nation’s busiest highway, the 
Santa Monica Freeway, and the attendant losses related to 
freight, commuting, and commerce. The astonishing rebuild- 
ing of the freeway in six weeks time also points to its enormous 
role in the region’s economy. Investment in infrastructure, 
which the Council has strongly recommended in its earlier 
reports, is crucial to support and enhance economic value, cre- 
ate jobs, and sustain the lease competitiveness of the 


national economy. 


The LA earthquake showed in 
the starkest of terms how infrastruc- 
ture serves as an economic life-line 
linking communities, states, and the 
nation. In light of the central role 
infrastructure plays in productivity, 
economic growth, urban renewal, 
and job creation, and in light of the 
overlapping interests in infrastruc- 
ture on the part of numerous gov- 
ernment agencies, the creation of a 
White House committee or federal 
interagency task force on infrastruc- 
ture is needed to coordinate a 
national strategy for infrastructure 
renewal and responses to high pri- 
ority infrastructure needs. 


Budget Proposals 


he Council is encouraged by 

the positive attention given 
to investment in transportation 
infrastructure in the President’s 
proposed FY 1995 budget. Recog- 
nizing the importance of public 
infrastructure in the national econ- 
omy, the budget requests full fund- 
ing of highway programs at the 
levels authorized in the Intermodal 
Surface Transportation Efficiency 
Act of 1991 (ISTEA).!° The pro- 
posed increase in Amtrak’s capital 
improvement funds is also long 
overdue. 

In its Second Report, the Council 

noted its concern with the “pork 
barrel” approach to infrastructure 
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embodied in a series of Congres- 
sionally-mandated highway demon- 
stration projects. These projects are 
singled out for special treatment by 
federal officials and lawmakers 
rather than competing at the state 
level for the limited resources avail- 
able. We are pleased therefore to 
see the Administration’s proposed 
rescission of funding for these high- 
way demonstration projects. 


Financing Proposal 


Ithough the budget proposals 

for FY 1995 and beyond 
reflect a renewed attention to capi- 
tal investment in infrastructure, the 
increases are barely large enough to 
make a dent in the decades-old 
deterioration of the nation’s infra- 
structure. Chief among these prob- 
lems is the practice by state and 
local officials of deferring mainte- 
nance on infrastructure to the 
indefinite future. The practice is so 
widespread that the category of 
“deferred maintenance” has taken 
on the connotation of an actual 
program item in state and local 
budgets. But deferred maintenance 
is not a program, it is a liability, and 
the public needs to be continually 
aware of the deferral of its responsi- 
bilities to maintain its own eco- 
nomic lifelines. 

To tackle these problems head- 

on, Edward Regan, a member of the 


Competitiveness Policy Council 
recently proposed a large, fiscally 
sound, public infrastructure invest- 
ment program.!” The program 
includes the following components: 


@ A one-time major upgrading and 
renovation of the nation's 
deferred maintenance needs, on 
the order of $80 billion over a 


two-year period. 


@ Creation of taxable state and 
local infrastructure bonds to 
finance the program; such bonds 
would be able to attract invest- 
ments from pension funds as well 
as other sources. 


@ Federal subsidies of the interest 
payments on these bonds over a 
15-year period. 


i Use of bond covenants that are 
enforceable in the courts and that 
require preventive maintenance 
of the infrastructure, thus locking 
in the benefits of the program. 


There are several advantages of 
this proposal. First, it concentrates 
on preventive maintenance of exist- 
ing infrastructure, a continuing pri- 
ority for our nation. Second, it 
advocates paying for long-term 
infrastructure investment through 
appropriate long-term debt instru- 
ments, rather than through increases 
in operating funds. Third, this pro- 
posal would only minimally impact 
the federal deficit. It would require 


state and local governments to share 
in the costs, and it would schedule 
the federal share over the useful life 
of the projects. The federal govern- 
ment would collect taxes on the 
interest payments on the taxable 
bonds, thus offsetting some of the 
costs of these interest payments. 
Finally, the program would create 
tens of thousands of jobs, a highly 
beneficial public purpose. The 
Council commends this proposal for 
serious consideration on the part of 
Congress and the Administration. 


National Transportation 
System 


Cas has the opportunity to 
establish a strategic basis for the 


nation’s highways and transportation 
system as a whole and to link the 
transportation system to the goal of 
improving US competitiveness. 
The occasion for this is the submittal 
by the Department of Transporta- 
tion in December 1993 of a pro- 
posed National Highway System 
(NHS) to Congress for review and 
adoption.'® The proposed system of 
158,000 miles of highways carries 
over 70 percent of the nation’s com- 
mercial traffic, and connects to hun- 
dreds of ports, airports, terminals, 
and border crossings. 

In announcing the NHS, the 
Secretary of ‘Transportation placed 
it within the context of the develop- 


ment of a National Transportation 


_ System intended to fully integrate 
passenger travel and freight move- 


ment by air, rail, water, pipeline, 
and transit. 

Congress has until September 30, 
1995 to complete the adoption of 
the NHS. In the event that Con- 
gress does not act, the Department 
of Transportation will not be able to 
distribute FY 1996 funds in the 
NHS category and the NHS con- 
cept will disappear. 

We urge Congress and the 
Department of ‘Transportation to 
avoid this possibility, and go further 
in the direction of strengthening 
the NHS. This would mean extend- 
ing to the NHS the high safety and 
quality standards of the Interstate 
system and enhancing the ability of 
the NHS — and the larger National 
‘Transportation System — to serve 
the nation’s strategic competitive- 
ness interests. One clear example of 
the strategic directions to be taken 
is the need — already identified by 
the Department of Transportation 
— to address infrastructure prob- 


- lems associated with the movement 


of international trade. Reaping the 
full benefits from the commercial 
opportunities resulting from the 
North American Free Trade Agree- 
ment will require improvements in 
waterborne highway, aviation and 
rail systems and their multiple con- 
nections in order to reduce border 
bottlenecks. More generally, the 


National Transportation System eral transportation programs after integrating not only transportation 
may become an appropriate frame- ISTEA expires in 1997. Ultimately modes but also related communica- 
work for the reauthorization of fed- —_it could serve as a strategic basis for tions systems. 
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Trade Policy 


he Council notes that many of its specific reeommen- 
dations on trade policy made in the Second Report 
have been implemented by the Administration. 


In particular, the Council welcomes the conclusion of the 


Uruguay Round trade negotiations of the General Agreement 
on Tariffs and Trade (GATT). Taken as a whole, the new trade 
agreement and the institutional reforms in the GATT will pro- 
vide real economic stimulus to the United States and all coun- 
tries which trade. The Administration, and in particular the 
Commerce Department, is doing a good job in coordinating 
export policy. Although there were delays in making several 
key appointments, the mechanisms being used — in particular 
the ‘Irade Promotion Coordinating Committee — now seem 


to be working well. 


We commend the Administra- 
tion’s recent decision to remove the 
requirement for shipment-by-ship- 
ment advanced approval for virtually 
all civilian telecommunications and 
computers exports to China and the 
countries of the former Soviet 
Union. This action is in accordance 
with the Council’s recommendation 
to remove unilateral export controls. 
We hope that the Administration 
will continue working to eliminate 
all remaining export disincentives 
and that the Administration and 
Congress will agree on reform and 
rationalization of the Export Admin- 
istration Act soon. 

We note that the Administration 
is seeking higher budget authority 


for many export-related programs 


28 PromorinG LONG-TERM PROSPERITY 


and we applaud this shift in priority. 
Although the Administration does 
not envision the Export-Import 
Bank program reaching as high as 
the $20 billion level recommended 
by the Council, the Administration 
estimates that it will increase from 
$16.7 to $17.5 billion in FY 1995.1 
The Council's recommendation for 
a unified budget function has not 
yet been followed, but the Office of 
Management and Budget (OMB) 
has put together a table of Export- 
Related Expenditures (Table 3B-13 
in the FY 1995 Budget). We are 
encouraged by the prospect that a 
unified budget function may be 
employed in FY 1996. 

With regard to international 
trade, the Council recommends the 


following: First, we urge the 
Administration to submit the 
GATT implementing legislation as 
soon as possible now that the 
GATT Agreement has been signed. 

Second, we urge the Congress to 
renew the President’s trade negoti- 
ating authority (which expired on 
December 15) for new multilateral, 
regional and bilateral agreements. 
The President should not be handi- 
capped in foreign economic policy 
in a rapidly changing world. 

Third, we again reiterate the 
importance of assuring a competi- 
tive exchange rate for the dollar. 
Maintenance of the recent apprecia- 
tion of the yen is an essential ele- 
ment in reducing Japan's huge and 
disruptive global surplus. 


n our earlier reports, the Council called for more effective 

approaches at the federal level to design and implement a 

national competitiveness strategy. We note that some 
progress has been made in the past year, but we believe that fur- 
ther steps are needed. ‘This section will discuss four relevant 
areas in the federal budget process: (1) investment budgeting; 
(2) budget caps; (3) competitiveness impact statements; and 


(4) industry baselines. 


Investment Budgeting 
he federal budget process lacks any systematic way of assessing 
the appropriate trade-off between current consumption and 


investment. The President’s budget is put together with recommendations 


Improving the 
Policy Process 


from each department. The Con- 
gressional budget committees 
review the budget according to 
CBO function categories and aggre- 
gate outlays and deficit. The House 
and Senate appropriations commit- 
tees divide the budget up by sub- 
committees, usually along agency 
lines. Even though the budget is 
assembled in three different ways, 
none of these ways directly analyzes 
compositional issues such as invest- 
ment versus consumption. 

In prior reports, the Council has 
recommended that the US govern- 
ment establish an investment bud- 
get to highlight the share of federal 
spending going to public investment 
and to permit careful consideration 
of whether that share is adequate. 
By an investment budget, the Coun- 
cil is not referring to a capital bud- 
get that separates physical capital 
and credit flows from the rest of the 
budget. An investment budget is a 
far simpler reform to accomplish. 


Defining Investment 


here is no simple definition of 

public investment. Generally, 
these are government programs to 
purchase goods and services which 
provide significant positive external- 
ities over a long period of time.!” 
Investments typically have lengthy 
payoffs and produce tangible 
results. They lengthen the produc- 
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tive life or increase the productivity 
of labor and/or capital. 

The General Accounting Office 
(GAO) has suggested that any 
investment budget should probably 
exclude most defense expenditures 
(but include defense R&D), most 
federal civilian buildings, and major 
equipment for carrying out federal 
functions. OMB has taken a broader 
view in its analysis of investment. 
There will never be complete agree- 
ment about the definition of public 
investment. Since our proposal does 
not relax budget disciplines (as a 
capital budget might), there is no 
need for full agreement as long as 
the investment budget is clear about 
what it includes and is consistent 
over time. 

The value of an investment bud- 
get lies not only in knowing the 
percent of spending that goes for 
investment, but also in looking at 
trends and using the data to estab- 
lish investment targets. There 
would also be great benefit in esti- 
mating how much investment is 
needed in future years so that the 
US government would be able to 
consider in advance whether suffi- 
cient funding will be available. 

The Council strongly supports 
the Clinton Administration in its 
efforts to increase federal invest- 
ment but we urge further action. 
By making the consideration of 
investment an explicit part of the 
budget process, the Administration 


can develop a more coherent 
investment plan. By monitoring 
public investment more transpar- 
ently, the Administration and Con- 
gress may have an easier time 
persuading the public that such 
investments must be preserved and, 
if possible, increased. 

For many years the President's 
budget has included a breakout of 
investment expenditures, including 
physical and non-physical invest- 
ment, and both defense and non- 
defense investment. But there is no 
evidence that this presentation 
influences decisionmaking. It 
appears that it is put together by the 
OMB after all of the individual bud- 
get decisions are made. No Con- 
gressional committee uses it for 
policy making. There is little public 
attention to these numbers. 

Based on OMB’s categorization 
of investment programs, the Coun- 
cil has examined federal investment 
levels over the past thirty years. 
[Figure 12] We note that the Clin- 
ton Administration’s FY 1995 bud- 
get does call for an increase in 
non-defense investment over last 
year’s level. But taking a thirty-year 
perspective, we find that the share 
of non-defense outlays going to 
investment has steadily declined.”° 
The current level of investment is 
down substantially from a genera- 
tion ago. Federal investment 
(including physical capital, research, 
education and training) is lower 
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both as a share of non-defense bud- 
get outlays and as a share of GDP.”! 
In 1965, federal investment consti- 
tuted approximately 25 percent of 
non-defense outlays and 2.5 percent 
of GDP. In 1995, federal investment 
is projected to be approximately 11 
percent of non-defense outlays and 
1.9 percent of GDP. The Council 
believes that we need to increase 
public investment in these areas, as 
well as make better use of the dol- 
lars we are currently spending. 

The Council has also worked 
with GAO to analyze the FY 1995 
budget based on GAO’s definition 
of investment which looks at federal 
programs that lead to long-run pro- 
ductivity improvements in the pri- 


vate sector. This is narrower than 
the above measure in some ways 
(excluding federal structures for the 
operation of government) and 
broader in others. Based on the 
GAO definition, we find that the 
Clinton budget does not succeed in 
increasing investment above the 
1993 level. In 1993, such investment 
was 1.7 percent of GDP, slightly 
higher than the expected FY 

1995 level. 


The Council’s Proposal 


he federal government needs 
to do a better job of tracking 


public investment which is so 
important to raising long-run pro- 
ductivity. The budget process we 
envision would start with a “soft 
target” from the National Eco- 
nomic Council for the percent of 
the total budget that should go for 
public investment. After the Presi- 
dent makes his budget decisions, 
OMB would prepare an investment 
budget for the Congress. Specifi- 
cally, investment would be subdi- 
vided by budget function and class, 
and then totalled.” The total 
should be shown as a percent of 
total civilian federal spending and 
as a percent of GDP. 

The Congress might ask CBO to 
develop comparable investment fig- 
ures for other countries. Ideally, the 
budget resolution would include an 
explicit statement on the appropri- 
ate level of federal investment. 
There might also be Congressional 
hearings on the adequacy of the 
investment share and level, as com- 
pared to other countries. In addi- 
tion to budget-year numbers, the 
OMB tables should include projec- 
tions of what the Administration 
intends to invest over a five-year 
period. The budget resolution 
should specifically consider the ade- 
quacy of the five-year numbers and 
the likelihood that such investments 
will fit within discretionary spend- 
ing ceilings. Overall, the Council 
suggests a soft non-defense invest- 
ment target of 12 percent of total 


PROMOTING LONG-TERM Prosperrty 31 


non-defense outlays (or 2.1 percent 
of GDP in 1993). This would 
require an additional $16 billion 
shift into public investment in the 
FY 1995 budget, from $134 billion 
to $150 billion. 


Budget Caps on 
Discretionary Spending 


li its Second Report, the Council 
endorsed strong efforts to reduce 
the deficit on the scale proposed 
and later largely achieved by the 
Administration. We pointed out 
that such deficit reduction was the 
linchpin to a competitiveness strate- 
gy. The Council is pleased that the 
economy is currently stronger than 
many of us might have predicted a 
year ago. This good economic news, 
although tempered by remaining 
unemployment and falling real 
wages, provides all the more reason 
for the Administration and Con- 
gress to stay the course on deficit 
reduction. As we noted in our First 
Report, the eventual goal should be 
to move the budget into surplus. 
The current recovery is a good time 
to accommodate structural reforms 
and to think about the long term. 
The discretionary spending caps 
enacted in 1990 and re-extended in 
1993 have been a helpful manage- 
ment tool to Congress, but may 
now have outlived their usefulness. 
If continued beyond FY 1995, these 
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Figure 13 
Projected Discretionary 
Spending 
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caps will require very large cuts . 
from the budget baseline. [Figure 
13] We are doubtful that the neces- 
sary increases in public investment 
can be made under the constraint of 
these budget caps. 

Reducing the deficit does not 
require a freeze in discretionary 
spending. There is no reason why 
the United States should put itself 
in a straightjacket on many cate- 
gories of government spending, 
including defense. Thus, while the 
Council strongly reaffirms the need 
to continue lowering the federal 
deficit, we believe that considera- 
tion should be given to amending 


the Budget Enforcement Act to per- 
mit entitlement cuts or revenue 
increases to be used to pay for 
increases in federal investment as 
recommended above. The budget 
process should be focusing on the 
amount of deficit-spending, not on 
whether such spending is discre- 
tionary or mandatory. It might be 
noted that the Congress has tried 
caps on the deficit (Gramm-Rud- 
man) which did not work and it is 
now using caps on discretionary 
spending which do work but have 
negative side effects. An intermedi- 
ate solution — not yet tried — 
would be to allow derogations from 
the discretionary cap if done in a 
deficit neutral manner. More atten- 
tion should be given to making cuts 
in entitlements and tax expenditures 
for affluent Americans. 


Competitiveness Impact 
Statements 


nder the Omnibus Trade and 

Competitiveness Act of 1988 
(2 U.S.C. 194b), the President and 
heads of agencies are required to 
prepare a “Competitiveness Impact 
Statement” (CIS) on all legislative 
proposals which may affect the abil- 
ity of American firms to compete in 
international commerce. The state- 
ment is supposed to be submitted 
to the Congress along with the 
legislative proposal. 


Unfortunately, neither the 
Reagan, Bush, nor Clinton Admin- 
istration has carried out this law. In 
both its First and Second Reports, 
the Council pointed out the Execu- 
tive Branch’s continuing responsi- 
bilities under this law. As far as the 
Council is aware, no specific CIS 
reports have been filed by the Clin- 
ton Administration. 

The Council endorses the con- 
cept of a competitiveness impact 
statement. All too often the federal 
government enacts legislation or 
adopts new policies that impair US 
competitiveness (e.g. export con- 
trols for foreign policy reasons). In 
some cases, the loss of competitive- 
ness may be a trade-off for some 
other social good. But in many 
cases, the impact on competitive- 
ness is an unintended side effect. 
The Council believes that by incor- 
porating the potential competitive- 
ness effects into the lawmaking and 
regulatory process, policymakers 
might be sensitized to the impact 
of their decisions on our standard 
of living. 

Given the political difficulties of 
effecting any major policy reform 
(e.g. health care), the President 
should arm himself with the best 
possible arguments. For many pro- 
posals, the competitiveness linkage 
is key and may help the Administra- 
tion achieve reform. 


The Council recognizes that 
what may look like useful analysis 
may be seen by busy policy officials 
as unnecessary paperwork. The 
Council sees no reason to prepare a 
CIS on every proposal. But for 
those 10 or 20 initiatives each year 
that may have a significant effect on 
competitiveness, we believe that 
such an analysis is warranted. 

When the Congress legislated 
this requirement in 1988, a six-year 
sunset was established. Thus, the 
CIS law will expire in August 1994 
without ever being tested. This 
analytical experiment has proved 
disappointing. 

The Council recommends that 
the Congress enact a new CIS 
requirement, but with two changes 
from the current law. First, the 
responsibility should be assigned 
elsewhere than the agency origi- 
nating the proposal — such as an 
independent agency like the US 
International ‘Trade Commission 
(ITC), or perhaps the Congres- 
sional Budget Office.”? Second, the 
CIS requirement should be 
narrowed to just those new 
proposals by the Administration 
with a significant impact on com- 
petitiveness. Some preliminary 
analysis would be needed to 
determine when a proposal’s effects 
cross a threshold of significance. 


Industry Baselines 


LC’ its First Report, the Council 
urged that the President desig- 
nate a lead agency on competitive- 
ness issues and assign it the task of 
raising the nation’s awareness of 
the problem. The Clinton Admin- 
istration has designed a new policy 
coordination structure including 
the National Economic Council 
and the National Science and 
Technology Council. While these 
institutions are far more proactive 
than previous White House insti- 
tutions, the Council thinks more 
can be done to focus on competi- 
tiveness both in decisionmaking 
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and in educating the public about 
the need for economic change. 

One of the Council’s specific 
recommendations was that a 
federal agency begin assessing the 
likely course of key American 
industries. This would provide a 
baseline against which to judge 
specific competitiveness problems 
in the future. 

Last year, the Council reported 
that the ITC was planning to cre- 
ate an Office of Competitiveness to 
undertake such analyses. The ITC 
has since decided to postpone cre- 
ating the office, but has begun 
performing baseline studies of a 
limited number of industries. The 


Department of Commerce is just 
beginning an effort of developing 
industry benchmarks. It is still too 
early to know how extensive this 
effort will be. The Council urges 
the President and Congress to give 
renewed consideration to the 
importance of industry baselines 
and who should prepare them. 
Given their existing capabilities, we 
continue to believe that the Con- 
gress should provide a mandate and 
adequate funding to the ITC or the 
Department of Commerce for this 
purpose. The ITC might be given 
the task of performing both these 
baseline studies and the competi- 
tiveness impact statements. 


ast year, the Council identified social issues as a com- 

petitiveness concern and began to lay out an agenda 

for further consideration.”* At the request of the 
Council, James Renier, former CEO of Honeywell, prepared a 
preliminary paper directing the Council’s attention toward the 
critical issues of children’s readiness to learn and preparedness 
for school, as well as the social mandates borne by schools. 

What is the relationship between social issues and com- 

petitiveness? A competitive economy must be defined more 
broadly than by its balance of trade. Competitiveness requires 
a rising and sustainable standard of living, primarily but not 


exclusively defined in economic terms. Moreover, this 


Social Issues 


standard of living or quality of life 
must extend to all groups of Ameri- 
cans, not merely the privileged few 
or the broad middle class. 

No one who picks up a news- 
paper or turns on a television in 
modern day America can fail to 
notice that a substantial segment 
of society is not sharing in the cur- 
rent recovery from the recession. 
The poor are falling increasingly 
behind. Indeed, poverty and its 
insidious effects go beyond the 
boundaries of disadvantaged com- 
munities to weaken the fabric of 
society in ways our society is only 
beginning to understand. Certainly 
the competitive potential of the 
economy as a whole is diminished 
by our inability to tap the full 
potential of all members of society. 

The social issues confronting the 
nation — crime and violence, 
poverty, unemployment, substance 
abuse, inadequate education, infant 
mortality, family breakdown, home- 
lessness, etc. — are intensified in 
the inner cores of the nation’s 
largest cities, once the source of sig- 
nificant industrial activity. Here the 
legacy of racial discrimination has 
combined with disappearing eco- 
nomic opportunities in a devastating 
cycle of poverty and violence. But 
similar problems are found in other 
parts of the country, including a 
great many rural areas that have 
been left behind in the race for eco- 
nomic progress. 
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Most disturbing — and perhaps 
serving as a much-needed wakeup 
call — is the realization that has 
slowly dawned on the nation over 
the last five years: the neglect of 
social issues is scarring the next gen- 
eration of Americans. As a society 
we are throwing away the future 
productive capacities of a growing 
portion of our people. 

More children are living in pover- 
ty in the 1990s than in the last twen- 
ty years. [Figure 14] ‘Iwenty percent 
of all American children are living in 
poverty; among minorities, poverty 
rates are even higher: 38 percent of 
Hispanic children, and 44 percent of 
African-American children.?° 


Figure 14 
Poverty Rates for Young and Old 
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The Carnegie Foundation for the 
Advancement of Teaching has 
found that one third of children 
entering kindergarten are not 
equipped mentally or physically to 
start the learning process.”° More 
recently, the Carnegie Task Force 
on Meeting the Needs of Young 
Children issued a warning that the 
youngest children of America — 
those under age three — are living 
in a “quiet crisis.” The Task Force 
noted that “a staggering number 
are affected by one or more risk 
factors that undermine healthy 
development.””” The gap between 
children from different social back- 
grounds is substantial at a young 


Figure 15 
International Comparison of Child 
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age, and grows steadily larger as 
children get older. 

Moreover, research is showing 
that the effects of poverty, poor 
learning and academic perfor- 
mance, and unstable family life are 
long-lasting, affecting an individu- 
al’s prospects for job and marital 
stability well into adulthood.”® 
Those, for example, who drop out 
of high school are plagued by the 
consequences of this act over their 
entire careers. White and black 
males age 25 to 34 who do not fin- 
ish high school earn on average 27 
percent less than those who do fin- 
ish school. For white and black 
females, the disadvantage is even 
larger — 39 to 42 percent less than 
high school graduates.? 

On a variety of indicators, Amer- 
ican families and children are faring 
poorly compared to other industri- 
alized nations. [Figure 15] Some 
researchers attribute more than half 
the increase in child poverty over 
the last decade in the United States 
to changes in US family structure.*° 
One in four children today lives in a 
single-parent family, a 9 percent 
increase just since 1985.3! Children 
in one-parent families are up to ten 
times more likely to experience 
poverty in childhood for seven years 
or more compared to children in 
two-parent families, and two or 
three times as likely to have emo- 
tional and behavioral problems.” 

Children grow up to be the 


nation’s workers. The link between 
the social problems affecting our 
youth today and our future compet- 
itiveness is easy enough to draw. 
Social problems weaken American 
competitiveness, both now and in 
the future, in both obvious and sub- 
tle ways. 

Reducing the size of the work- 
force. Intractable social problems 
rob the nation of the productive 
capacities of a sizable percentage of 
the population. This may include 
criminals, addicts, the homeless, 
single parents, and others, who have 
dropped out of, or never joined, the 
labor force. These people represent 
resources lost to the economy. 
Those without a high school diplo- 
ma are being steadily edged out of 
the workforce. Although the high - 
school dropout rate has improved 
slightly in the last two decades, 
labor force participation rates 
among 25 to 34 year old males with 
less than 12 years of school dropped 
9 percentage points between 1971 
and: 199.17? 

Young people in disadvantaged 
communities do not want to be per- 
manently sidelined from the work- 
force, but they are particularly 
sensitive to the state of the local 
labor market. A study of out-of- 
school young men in a number of 
urban areas in the 1980s concluded 
that local labor market shortages 
greatly improved the employment 
opportunities of disadvantaged 


young men, particularly black 
youths, substantially reducing their 
unemployment rate and increasing 
their hourly earnings.** 

Conversely, a lack of work during 
crucial periods in a person’s career 
development can lead to permanent 
disadvantage, as youths lose ground 
to peers who are better trained and 
better integrated into the work- 
force. A steady prevalence of unem- 
ployment can lead some to give up 
on finding work and permanently 
exclude them from the labor force. 
Persistent pockets of severe unem- 
ployment, reaching levels of 37 to 
40 percent among black male and 
female 16 to 19 year olds,?* can dis- 
courage job-seeking and deny 
youths the entry-level experience 
and skill development needed to 
build successful work paths. Some 5 
percent of youths age 16-19 (9 per- 
cent of black youths, 8 percent of 
Hispanics) report no productive 
role in society: they are not in 
school, in the labor force, or in the 
military, and they do not describe 
themselves as homemakers.*° 

Reducing the skill level of the 
workforce. Poverty and other prob- 
lems interfere with the ability to 
learn, producing workers who are 
poorly equipped for the workplace. 
Numerous studies have found a 
strong correlation between mea- 
sures of academic achievement in 
mathematics, reading, science, and 
problem solving, and subsequent 
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productivity on the job.*” Yet at age 
17, fewer than half of American stu- 
dents have the skills and basic 
knowledge required for college or 
many entry-level jobs.38 Govern- 
ment and business bear the costs of 
remedial education and training, the 
need for which continues to esca- 
late. Other social problems also 
affect performance on the job — 
ranging from substance abuse to 
poor health status to a lack of sup- 
port for family emergencies. 

High cost of crime. Violent crime 
has risen steadily in the last decade, 
and the costs to society has been 
escalating as well. A recent tally of 
the costs associated with crime — 
including the costs of the criminal 
justice system, public police and 
security systems, private security 
systems, damage to urban 
economies, medical care, property 
losses, and lost work years and 
reduced productivity associated with 
crime — amounted to a total annual 
drain on the US economy of over 
$400 billion.*’ And yet even this 
staggering sum cannot make the 
victims of crime whole, as anyone 
who has experienced the ravages of 
crime will attest. 

Drain on government expendi- 
tures. In addition to public security 
and criminal justice expenditures, a 
growing portion of federal, state, 
and local government budgets is 
devoted to ameliorating social prob- 
lems, including public assistance, 


health care, and social services. With 
this type of spending we are running 
as fast as we can just to stay in place. 
In a time of limited public resources, 
this spending hampers our ability to 
invest in people and the economy, 
which would improve productivity 
and contribute to a broad-based rise 
in living standards. Preventing prob- 
lems from occurring rather than 
spending money in a futile attempt 
to prevent them from getting worse 
is a cheaper and ultimately more 
effective solution. 


The Clinton 
Administration Agenda 


he Clinton Administration 

has identified social problems 
as a priority for its domestic agen- 
da. We commend the Administra- 
tion and Congress for taking some 
first steps in this direction; the 
expansion in the earned income tax 
credit (EITC) is particularly note- 
worthy. The EITC will help reward 
people for working, at least to the 
extent of keeping working families 
out of poverty. Another promising 
effort is the Administration’s com- 
munity development initiative, 
combining tax benefits, social ser- 
vice grants, and improved program 
coordination in nine “empower- 
ment zones” and 95 “enterprise 
communities.” Even more signifi- 
cant will be action in the areas of 
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crime and welfare reform, two stat- 
ed priorities of the Administration 
this year. 

Some analysts point to the expe- 
rience of certain European coun- 
tries and argue that building a 
too-generous safety net detracts 
from the beneficiaries’ incentives to 
take jobs and society’s ability to cre- 
ate jobs. Others point to the con- 
structive elements of these 
programs in upgrading workers' 
skills and sharing the benefits of 
economic growth. One of the useful 
elements of the current debate on 
welfare reform is the attention 
being paid to the unintended conse- 
quences and incentives created by 
the welfare system on its recipients’ 
levels of dependency, work and 
lifestyle choices. 

Nevertheless, there are numerous 
areas where government expendi- 
tures, as well as the active involve- 
ment of the private sector, can make 
a difference. Studies are showing 
that increased expenditures on 
policing, particularly community 
policing, could make a major dent 
in violent crime. Expenditures on 
rehabilitation may be the only way 
to effectively turn around drug 
abuse. Preventive spending in 


health care, community develop- 


ment, and youth and family services 
is still sorely underutilized. Early 
intervention programs such as Head 
Start can be highly cost-effective, 
but only when they are done well. 


Programs that seem to work tend to 
be those that feature adequately 
funded and trained staff, that inter- 
vene deeply and at the appropriate 
time, and that have continuity. 

Social problems can rarely be 
solved in isolation. We have too 
many fragmented programs and 
benefits, aimed at correcting one 
particular problem, such as drug 
abuse, in isolation from other inter- 
ventions. The notion of “one-stop 
shopping” being put forward in 
training and other programs should 
be applied more broadly as well. 
Whenever feasible, a common aim 
for many of our social problems 
should be to get people back into 
the labor force as productive partic- 
ipants in the economy. Emphasizing 
society’s interest in a productive 
workforce — and a competitive 
nation — is neither heartless nor 
imprudent. In the long run, it will 
serve individuals, their communi- 
ties, and the nation well. 

In some cases — such as the 
nation’s elementary schools — we 
are heading toward more integra- 
tion of services, but without ade- 
quate funding of the mandates. 
Schools are now called on to pro- 
vide social services ranging from 


“health programs, day care, drug 


education, parental education, 
counseling for teenage parents and 
dropouts, AIDS instruction, suicide 
prevention and services for children 
from birth through age three.”*° Yet 


our schools are not given the 
resources to deal with these man- 
dates, while their primary mission 
of education is crowded out by 
other demands. 

The current debate over social 
problems has developed into the 
usual stand-off between liberals 
calling for more money to be 
spent and conservatives calling for 
cultural changes that will restore 
traditional values to disadvantaged 
communities. The Council sees 
both sides as offering an impor- 
tant piece of the whole: more 
money must be invested amd more 
responsibility must be nurtured 
and shared across our communi- 
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ties. Past experience with educa- 
tional programs and welfare 
reform should provide us with at 
least a few lessons learned well. 
Whatever the approach taken and 
however much money is autho- 
rized in Washington, a lack of 
actual funding and indifferent 
implementation at every level can 
render any initiative dead on 
arrival. Effective implementation 
of programs is the only way to 
restore the belief that our social 
problems can be tackled successfully. 
James Renier has pointed out, 
“A strong economy and a healthy 
society support each other. The 
strength of one builds the 


strength of the other. And com- 
petitive power depends on 
both.”4! America cannot realize its 
full economic potential if we 
abandon our disadvantaged popu- 
lations. Finding the will and the 
means to weave the social fabric 
into a tighter, more inclusive 
bond is one of the most important 
tasks we can undertake. The 
Council sees its own contribution 
in this area over the next year as 
focusing on issues related to child 
readiness to learn, the effective- 
ness of pre-school and supple- 
mentary school programs, and 
youth dropout, unemployment, 
and labor force participation 


Capital 
Allocation 


n its Second Report, the Council noted that the United States 
has the lowest investment rate among major industrial coun- 
tries, half that of most and one third that of Japan. Most of 


the increase in national investment necessary to meet the Coun- 


cil’s goal of raising living standards will have to come from the 
private sector. 

Last year the Council reported that “there is a need to develop 
a whole new approach to defining the value of a corporation and 
to measuring long-term corporate performance.” As part of this 
effort, the Council asked Robert Denham, Chairman of Salomon, 
Inc., and Professor Michael Porter, of the Harvard Business 


School, to co-chair a Subcouncil on Capital Allocation. 


Over the past few years, a series 
of reports have been written provid- 
ing a rich analysis of the strengths 
and weaknesses of our financial sys- 
tem. Their most prominent com- 
mon theme is that the economy 
could significantly benefit from the 
development of more patient rela- 
tionships between investors and the 
companies in their portfolios. In 
particular, the climate for long-term 
capital investment may be enhanced 
when stockholders hold significant 
stakes for longer periods and play a 
more active role in monitoring 
company performance. 

Such “relationship investing” 
increases the incentive for investors 
to acquire a better understanding of 
the company’s strategic direction 
and the effectiveness of its board of 
directors. It also increases the 
incentive for management to be 
accountable to owners in order to 
maintain their confidence in the 
company’s strategic vision. Better 
investor understanding of long- 
term company strategy and 
enhanced management accountabil- 
ity to financial markets hold the 
promise of improving both the 
magnitude and efficiency of domes- 
tic private investment. 

There has been significant evi- 
dence of progress in this direction 
during the past two years. In Octo- 
ber 1992, the Securities and 
Exchange Commission adopted new 
regulations which considerably 
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reduced restrictions on communica- 
tion among shareholders. This lim- 
ited deregulation has improved the 
effectiveness of shareholder efforts 
to monitor boards of directors and 
the performance of companies. 
During 1992 and 1993, boards of 
directors of a number of large, 
poorly performing companies 
removed their chief executives. 
These high profile dismissals appear 
to have stimulated the boards of 
many other companies to play a 
more active and independent role in 
overseeing management. 

While these are positive develop- 
ments, the test of long-term rela- 
tionship investing is not simply its 
capacity to respond to a crisis of 
failing managers and boards. More 
important is its capacity to preempt 
such crises through an ongoing 
process of oversight. This process 
must foster not only a culture of 
accountability, but also a climate in 
which managers routinely make the 
long-term investments necessary for 
their companies to compete effec- 
tively in world markets. 

Research suggests that US com- 
panies have not been adequately 
investing for the long-term. Net 
private investment as a share of 
GDP has declined considerably 
since the 1960s and 1970s and is 
well below the level of many of our 
industrialized country competitors. 
And while these aggregate statistics 
reflect primarily the macroeconom- 


ic climate — including private sav- 
ing rates, fiscal deficits, inflation 
and interest rates — studies have 
also produced worrisome evidence 
concerning the composition of pri- 
vate investment: 


mM R&D spending as a share of 
GDP declined considerably 
from 1986 to 1992. 


M@ The hurdle rates American 
firms use to assess investment 
projects are higher in relation 
to the cost of capital than 
anticipated by financial theory. 


M@ Surveys of American and for- 
eign CEOs reveal that both 
perceive the investment time 
horizons in US companies to 


be shorter than those of their 


major competitors. 


™ American companies appear to 
invest at lower rates than their 
foreign counterparts in intan- 
gible assets such as workforce 
training, new market develop- 
ment and supplier relation- 


ships. 


The Capital Allocation Subcoun- 
cil is developing policy recommen- 
dations to improve the contribution 
of private investment to the nation’s 
rate of productivity growth and the 
creation of good jobs. The Sub- 
council is building on previous 
research by seeking to identify 


whether there are specific changes 
in federal laws or regulations which 
might remove impediments to, or 
otherwise promote, long-term rela- 


tionship investing. The Subcouncil 


includes representatives of the 
financial and corporate communi- 
ties, relevant federal agencies, labor 
and the public interest, including a 
range of recognized non-govern- 
mental experts in securities law, tax- 
ation, accounting and economics 
[see list of members on page 49]. 

The Subcouncil is focusing on 
the following seven areas: 


M@ Creating incentives for long- 
term equity holdings and sig- 
nificantly reducing the debt 
bias of the tax code; 


Encouraging closer monitor- 
ing of boards of directors and 
management by shareholders; 


Encouraging larger holdings 
in individual companies by 
shareholders; 


Improving information avail- 
able for assessing long-term 
shareholder value; 


Encouraging long-term 
employee and management 
ownership; 


Reducing unnecessary costs of 
shareholder litigation which 
inhibit corporate disclosure; 
and 


Improving small business 
access to debt and equity 
finance. 
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s the Council noted in its First Report, the nation's 


economic policies suffer from “short-termism.” We 


allow economic and social problems to fester until 
they become unbearable, and then we are unwilling to make the 
necessary sacrifices to solve them. ‘[oo often the federal govern- 
ment begins the process of reform (welfare reform, energy poli- 
cy, national health care insurance are but a few examples), but 
then refrains from making real change. The Clinton Adminis- 
tration is to be commended for its willingness to address some 
of the nation's problems in all of their complexity. 

The economic recovery of 1993 has already led some 
observers to say that America has solved its competitiveness 


problem. The Council respectfully disagrees; there is 


Conclusion 


little evidence to suggest that the 
current economic pickup will lead 
to substantial long-run improve- 
ment in our standard of living. 
Nevertheless, the current recovery 
does provide an opportunity to seri- 
ously evaluate our priorities, 
increase national saving, and invest 
more in plant and equipment, 
R&D, infrastructure, education and 
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training. This may require changes 
in federal budget rules. 

The changes that we are recom- 
mending will take many years to 
implement. As the European Com- 
mission noted in its recent White 
Paper, “the most serious challenge 
facing policy makers will be to 
maintain the awareness of the need 
to implement appropriate macro- 


economic and structural policies 
even when the recession is over.” 
This, too, is the challenge facing 
our policymakers in America. The 
Council hopes that in offering 
these views to the President, the 
Congress and the American people, 
it will raise awareness of the chal- 
lenges confronting the nation and 


ways to address them. 


Notes 


1. Robert J. Gordon, “Wishful 
Thinking,” Forecast, January/Feb- 
ruary 1994. Professor Gordon esti- 
mates that the cyclically adjusted 
productivity growth for 1993 was 
approximately 1.3 percent. 


2. Inits Second Report, the Council 
noted that “increases in private sav- 
ing are highly desirable but difficult 
to achieve.” The Council continues 
to believe that we are not doing 
enough to encourage individuals to 
save more. A national campaign, 
led by the President, could con- 
tribute to achieving this goal. 


3. Building A Competitive America, 
Competitiveness Policy Council, 
March 1992, p. 25. 


4. The reform proposals differ on sev- 
eral points. One is whether there 
should be a mandate for insurance 
for everyone or whether the gov- 
ernment should try to reduce barri- 
ers to obtaining coverage. Another 
is whether employers should be 
required to make insurance avail- 
able and, if so, what percentage 
they should pay. A third considera- 
tion is how much assistance should 
be given to small employers or 
lower income individuals. A fourth 
is the extent to which health uti- 
lization should be governed by 
standards or left to the discretion of 
patients and doctors. 


5. This section draws primarily from 
two pieces of research commis- 
sioned by the Council: Henry 
Aaron and Barry Bosworth, 
“Health Care Financing and Inter- 
national Competitiveness,” Febru- 


ary 10, 1994, and Lewin-VHI, Inc., 


“The Impact of the Health Secu- 
rity Act on Firms Competing in 
International Markets,” January 
12, 1994, 


There are numerous problems 
using life expectancy as a proxy 
for health. Life expectancy cov- 
ers all causes of death. This is 
particularly important in the case 
of the United States, since it has 
the highest death rate due to 
crime among all the industrial- 
ized countries. Every health 
indicator has its own limitation, 
which hampers this type of 
analysis. The broader point still 
remains that the United States 
spends significantly more on 
health care than the other indus- 
trialized countries and Ameri- 
cans do not appear to be 
proportionally healthier. 


If health care reform does not 
result in higher individual saving, 
higher business investments, and 
lower federal deficits, and the 
“reform dividend” is redeployed 
to other types of consumption, 
the reform will not have any sig- 
nificant impact on the nation’s 
competitiveness. 


Aaron and Bosworth suggest that at 
least 80 percent of the increase in 
health care costs is shifted back to 
workers. The Council realizes that 
this may not always be the case. If 
health costs are not predicted well, 
employers may have to temporarily 
absorb some of the costs them- 
selves. In industries that are strong- 
ly unionized, additional health care 
costs may result in lower profits or 


higher prices. Still, the most likely 
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result of rising health insurance 
costs is lower wages. 


If one views the employer as the 
payer, there will be a first round 
reduction in competitiveness, but 
as the dollar falls, exports would 
rebound. 


See Aaron and Bosworth, Table 7. 
Based on full-time equivalents. 


Lewin-VHI Inc., Table 7. 


Eighty-two percent of all large 
companies are self-insured. 


A corollary to this point is that if 
health care spending is controlled, 
workers may expect those savings 
to be translated into higher wages. 


Of course, to the extent that health 
care costs are not fully absorbed by 
employees, they will be passed to 
stockholders and consumers, 
through lost sales, higher prices or 
lower profit margins. 


Annualized data for production and 
nonsupervisory workers in private 
nonagricultural industries. ‘These 
BLS data may in fact over-estimate 
the decline in real wages. First, the 
real wage series does not include all 
workers. Second, experts such as 
Barry Bosworth have suggested that 
the deflator used overstates the 
decline. Third, Frank Levy has 
argued that real wage data track dif- 
ferent people over time and there- 
fore average family income data are 
preferred. Although average family 
incomes have been rising, it should 
be noted that more families are now 
dependent on two wage earners. 
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In the President’s budget request 
for FY 1995, core formula pro- 
grams of ISTEA will be fully fund- 
ed with a highway obligation 
ceiling of $20 billion and transit 
formula grants at $2.9 billion. 


Edward V. Regan, “Investment, 
Jobs, and Economic Growth,” The 
Jerome Levy Economics Institute, 


October 1993. 


Like its predecessor, the Interstate 
Highway System built in the 1950s 
and 1960s, the purpose of the 
National Highway System as envi- 
sioned in ISTEA is to help meet 
national defense requirements and 
serve interstate and interregional 
travel. 


Thus, income maintenance to a 
needy person, however worthy, 
is not an investment, as it does 
not increase the capital stock per 
person. 


These figures include three cate- 
gories of public investment — edu- 
cation and training, research and 
development, and public infrastruc- 
ture. OMB reports several addi- 
tional categories (e.g. commodi- 
ties), which are excluded from this 
analysis. Using the broader mea- 
sure yields a similar conclusion. 
The Council also examined invest- 
ment as a percent of non-defense 
outlays excluding interest pay- 
ments, and found a similar result. 


When state government spending 
on education, training and high- 
ways is added, the decline is less 
dramatic, from approximately 10 
percent of GDP in 1975 to approx- 
imately 8.5 percent of GDP in 
1991, 
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The functions might include: edu- 
cation and training, transportation, 
environment and health. The class- 
es might include: equipment, struc- 
tures, payments to individuals and 
grants to states. 


The current law is already manda- 
tory, so it cannot be even more so. 
One alternative would be to main- 
tain the responsibility with the 
Executive Branch but to remove 
the provision barring judicial 
enforcement of the CIS require- 
ment. But the Council does not 
want to promote such litigation. 


At the time of this report, the 
Council had just begun its work on 
this topic. The following section 
was drafted by the Council’s staff, 
and will serve as a basis for further 
work by the Council. 


Kids Count Data Book, Center for 
the Study of Social Policy, Wash- 
ington, D.C. 1993. 


Just the Facts, A Summary of Recent 
Information on America’s Children 
and Their Families, National Com- 
mission on Children, Washington, 
D.C. 1993. 


Starting Points: Meeting the Needs of 
Our Youngest Children, Carnegie 
Corporation of New York, April 
1994, p. xiii. 


Barbara Dafoe Whitehead, “Dan 
Quayle was Right,” The Atlantic, 
April 1993. 


US Department of Education, 
National Center for Education Sta- 
tistics. The Condition of Education 
1992, Washington D.C. 1992. 
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Kids Count Data Book, p. 14. 
Whitehead, p. 47. 


The Condition of Education 1992, 
Table 30-1. 


Richard B. Freeman, “Employment 
and Earnings of Disadvantaged 
Young Men in a Labor Shortage 
Economy,” in The Urban Under- 
class, Christopher Jencks and Paul 
E. Peterson, eds. Brookings, Wash- 
ington, D.C. 1991. 


Bureau of Labor Statistics Civilian 
Unemployment Rate, Table B-41. 


Kids Count Data Book. 


John H. Bishop, “Why the Apathy 
in American High Schools?” Educa- 
tional Researcher, Jan-Feb 1989. 


Just the Facts, p. 85. 


“The Economics of Crime,” Busi- 
ness Week, December 13, 1993. 


James Renier, “Education and 
Competitive Strength,” paper pre- 
pared for the Competitiveness Pol- 
icy Council, 1993. 


Renier, 1993. 
European Community, “Growth, 


Competitiveness and Employ- 
ment,” White Paper, 1993. 
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The Competitiveness Policy Council’s Mandate 


he Competitiveness Policy 

Council was created by the 
Omnibus Trade and Competitive- 
ness Act of 1988. It is charged 
with making recommendations to 
the President and Congress on 
how to improve the nation’s com- 
petitiveness. The Council’s objec- 
tives, as stated in Public Law 
100-418 (Section 5204), are to: 


(1) develop recommendations for 
national strategies and on specific 
policies intended to enhance the pro- 
ductivity and international competi- 
tiveness of United States industries; 


(2) provide comments, when appro- 
priate, and through any existing 
comment procedure, on— 


(A) private sector requests for 
governmental assistance or 
relief, specifically as to whether 
the applicant is likely, by receiv- 
ing the assistance or relief, to 
become internationally competi- 
tive; and 


(B) what actions should be taken by 
the applicant as a condition of such 
assistance or relief to ensure that 
the applicant is likely to become 
internationally competitive; 


(3) analyze information concerning 
current and future United States 
economic competitiveness useful to 
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decision making in government and 


industry; 


(4) create a forum where national 
leaders with experience and back- 
ground in business, labor, academia, 
public interest activities, and gov- 
ernment shall identify and develop 
recommendations to address prob- 
lems affecting the economic com- 
petitiveness of the United States; 


(5) evaluate Federal policies, regu- 
lations, and unclassified interna- 
tional agreements on trade, science, 
and technology to which the Unit- 
ed States is a party with respect to 
the impact on United States com- 
petitiveness; 


(6) provide policy recommendations 
to the Congress, the President, and 
the Federal departments and agen- 
cies regarding specific issues con- 
cerning competitiveness strategies; 


(7) monitor the changing nature of 
research, science, and technology in 
the United States and the changing 
nature of the Untied States econo- 
my and its capacity— 


(A) to provide marketable, high 
quality goods and services in domes- 
tic and international markets; and 


(B) to respond to international 
competition; 


(8) identify— 


(A) Federal and private sector 
resources devoted to increased 
competitiveness; and 


(B) State and local government 
programs devised to enhance 
competitiveness, including joint 
ventures between universities and 
corporations; 


(9) establish, when appropriate, sub- 
councils of public and private leaders 
to develop recommendations on 
long-term strategies for sectors of 
the economy and for specific com- 
petitiveness issues; 


(10) review policy recommendations 
developed by the subcouncils and 
transmit such recommendations to 
the Federal agencies responsible for 
the implementation of such recom- 
mendations; 


(11) prepare, publish, and distribute 
reports containing the recommenda- 
tions of the Council; and 


(12) publish their analysis and rec- 
ommendations in the form of an 
annual report to the President and 
the Congress which also comments 
on the overall competitiveness of the 
American economy. 
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